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October

A Story of Use and Occupancy
S U R A N C E is usually associated with
INfires,
thefts, accidents, and deaths.
But of late years, and particularly the last
two or three, there has come into some
vogue a form of insurance known as Use
and Occupancy. The term is somewhat
ambiguous to the uninitiated, but is used
to denote insurance against loss of profit
through business interruption resulting
from fire; in short, business interruption
insurance. It is separate and distinct from
property loss insurance, and like the latter
may be covered by an adjustable or by a
valued policy. Under the valued form of
policy the assured pays a higher rate of
premium, but in settlement receives the
amount of the insurance carried regardless
of the actual loss. Probably most of the
use and occupancy policies carried at
present, however, are on an adjustable
basis as a result of which the loss sustained
by fire has to be determined.
Property loss settlements are now made
with comparative ease from reports prepared by adjusters who fix the amounts, if
at times somewhat arbitrarily, from quantities actually determined or estimated,
prices, supposed to represent replacement
values, and in some cases with an additional allowance for expenses related to the
physical property destroyed. The method
has become more or less standardized and

permits of little practical controversy.
Use and occupancy settlements present
more of a problem in that the form of i n surance is relatively new. Methods of
arriving at the amount of loss have not
yet been developed because of the meagre
experience available on which to base
methods, and further, because the determination of the amount lost by the assured
requires reference to the books and records
and is subject to involvement through the
many accounting questions which invariably arise. Briefly, use and occupancy
settlements are largely a matter of accounting.
A recent case of use and occupancy insurance is of more than passing interest
because of the fact that two firms of
accountants were retained to determine
the amount of loss; one firm by the assured, the other by the underwriters. Failing to agree on the amount of loss the two
firms, under authority of an appraisal
agreement to which their principals became
parties, called in a third party to act as
umpire in the dispute.
This case is
thought to be one of the first of its kind
to go to arbitration and illustrates what
may be accomplished by this method,
particularly where the questions are those
of accounting and are submitted to an
accountant, since in this case the findings
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of the umpire were accepted by the disputants, and the award was unanimously
signed.
The fire occurred in a lumber yard.
Some interruption naturally ensued, not
only on account of the disorder which arose
and the delay incident to inspection and
determination of the property loss, but also
because of the fact that important equipment necessary to the handling of high
grade, select lumber was deranged and
rendered useless for some time. But owing
to the resourcefulness of the assured, the
interruption of the yard operation and mill
as a whole was relatively slight, since low
grade lumber was bought, dressed and sold,
or bought and sold without passing through
the yard. The market was short, however, on high grade material, and such as
had to be obtained in order to meet certain
sales orders could not be purchased except
at exorbitant prices. The question of loss
was therefore first complicated by the fact
that while there was comparatively little
actual interruption the assured did suffer
by reason of the class of business handled
which produced much less profit, even
though the volume was practically normal.
There were four main points on which
the accountants disagreed originally; the
rate of allowance for bad debts, whether a
bonus paid to officials was properly included in expense, the treatment of the
property loss settlement, and the period of
interruption.
The first three were disposed of with little difficulty by the umpire
who ruled on the questions in order to
compose the differences. The question of
interruptions was considered impossible of
solution in the same way, and the umpire
offered a substitute method of determining
the loss, which automatically removed the
problem of fixing the period of interruption.
With regard to bad debts, it had been
the practice of the corporation to make a
charge equal to one per cent. of the sales to
provide for losses of this character. The
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experience over a period of seven years,
however, showed that the losses had been
equal to only about one-half of one per
cent. Here was a fine chance for an argument with material of this character in the
hands of two intelligent accountants. The
accountant for the assured contended for
the amount shown by experience; the accountant representing the underwriters for
the amount fixed by the rate of annual
provision. The umpire ruled that the expense should be allowed to stand as charged
regardless of the fact that the charge was
in excess of the needs, since, had there
been no fire, the company would in all
probability have proceeded thus.
Bonuses to officials were excluded since
it was shown that these officials owned
practically all the shares of stock outstanding and received salaries commensurate with the duties and responsibilities
of officers in a corporation having the size
and volume of business such as the one in
question. A n y moneys received in excess
of such salaries were therefore held by the
umpire to be distribution of profit and as
such not properly included in the expenses.
The question of the settlement of the
property loss was somewhat more complicated. What happened was that the adjuster fixed the loss at a certain amount,
say $30,000. Of this, $24,000 was to
cover material destroyed; $6,000 for expense of unloading and placing the same
material where received, and removing
debris and partially destroyed lumber after
the fire. The company actually credited
the whole amount received to sales. This
procedure, while the effect is not apparent
at this point, would have made some difference in the allowance under the interruption policy had the entry been accepted as correct. On the strength of the
entry the accountant for the underwriters
objected to any other treatment while the
accountant for the assured insisted that
in the calculation of the use and occupancy
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allowance the property loss settlement
should be applied as an offset to the cost of
goods sold for the year, which, incidentally,
had to be determined by the inventory
method.
The umpire ruled that the amount of
the settlement should be separated into
two parts; one covering the material destroyed; the other, the expense involved;
and that the two amounts should be applied, respectively, against the material
cost and expense. The accountant for the
underwriters accepted the principle of the
ruling, but objected to the umpire's division of the amount involved in the property
loss settlement, which assigned something
like $18,000 to merchandise and $12,000 to
expense. The objection was based on the
contention that this division was not in
accordance with the facts of the settlement.
The truth of this assertion may not be
controverted, but a careful analysis of the
company's purchase data revealed the fact
also that at no time during the year did the
average purchase price per thousand feet
exceed forty dollars, whereas the property
loss allowance per thousand feet was
forty-eight dollars.
Little argument is necessary to convince
those who are familiar with such matters
that insurance companies are not, if they
know it, inclined to allow policy-holders
profit on a fire loss. But such was the
effect in this case, because of the method
employed by the adjuster who having
scheduled the material destroyed proceded
to price it out at replacement values taken
from market quotations at approximately
the date of the fire. The only stock which
could have been destroyed, whether figured
on an average or on an order of purchase
basis, could not have cost more than thirtysix dollars per thousand feet.
N o criticism is intended of the theory of
replacement made use of by the adjuster.
In the face of this statement, however, it
may appear that undue emphasis is placed
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on the fire loss phase of the controversy.
But other matters not yet disclosed were
dependent on the division of the fire loss
settlement and lack of detailed information
made necessary the introduction of equity
as a partial basis of decision, so that such
principle was applied somewhat to this
particular point. The material in stock
at the time of the fire, sales up to that time
having been exhausted in the order of
stock purchases, cost on an average thirtysix dollars per thousand feet. The footage
destroyed was therefore regarded as having
cost thirty-six dollars per thousand feet
and the material loss computed as $18,000.
The remainder of the $30,000 allowed was
assigned to expense.
As previously stated, the big point of
difference between the two accountant
parties to the disagreement was the period
of interruption. Obviously a claim based
on an amount of loss per day would depend
not only on the items entering into the
computation of net profit, but the number
of days. The accountant for the assured
alleged a period of interruption covering
three and one-half months. This was refuted by the accountant for the underwriters who showed by statistics taken
from the company's records that there were
only a few days when the footage handled
was nil or less than normal.
In view of the wide divergence between
the two parties, the umpire offered a substitute method which supplied figures
taken from the month and a half preceding
the fire and the month following the alleged
period of interruption and averaged. Both
parties admitted that these were normal
periods. Therefore, the period intervening might fairly be represented by an average of the two and such figures when substituted would establish a result fairly
representative of what would have appeared had there been no fire.
Both parties agreed to the method and
further to the arbitrary plan of exhausting
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the sales at cost in the order of material
purchased. This method is not supported
by any better theory or authority than
that which makes use of average cost
prices, but as the company had no cost
system which would supply exact figures,
and as it became necessary to agree on
some method, this was offered as having as
much, if not more, authority of usage as
the average method, and probably a more
logical basis.
Sales in footage and value for the periods
prior and subsequent to the alleged period
of interruption were averaged; costs were
treated in the same manner. The expenses for the period of substitution were
based on certain items only, namely, those
which might in any way have been affected
by the fire, and were averaged for the whole
year, exclusive of the alleged period of
interruption, as representing a fairer basis
of average. This was particularly true
because there was reason to believe that
some expense incident to recovery from
the fire was scattered throughout that
whole part of the calendar year which
followed the date of the fire.
The estimated figures, when substituted,
filled the gap and made possible the determination of theoretical sales, cost of
sales and expenses for the year and there-
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from the estimated profit for the year under
the theory of non-interruption. This profit,
when compared with that shown by the
books for the year, determined the detriment held as being due to the fire and
hence the measure of loss under the use and
occupancy policy.
It is interesting to note than the amount
of the award was practically midway between the two extremes for which the respective accountants contended. Had the
two amounts been averaged the result
would have been very little different. But
the more devious way was founded on
logic, reason, and equity, and was consequently accepted by the parties disputant.
There were many fine shades of difference
which have not been brought out in this
discussion, but the minor, like the major
questions, were possible of settlement only
through the application of accounting
principles and practice. Use and occupancy losses, as they become more frequent, bid fair to call for the services of
accountants in their settlement. A r b i tration will be less required as policyholders learn to keep for fire loss purposes clean, accurate cost records, as
they learned to keep, by compulsion,
general financial records for income tax
purposes.

